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SECTION 1
INTRODUCTION

The environmental regulation of the wood building products (WBP) industry
potentially affects large and small manufacturers engaged in the surface coating of WBP, but
small firms may encounter specia problems with compliance. The Regulatory Fexibility
Act (RFA), as amended by the Small Business Regulatory Enforcement and Fairness Act of
1996 (SBREFA), requires the U.S. Environmental Protection Agency (EPA) to consider the
economic impacts of this regulatory action on these small entities. Therefore, RTI completed
apreliminary screening analysis to assist the Agency in determining whether thisrule is
likely to impose a significant impact on a substantial number of small businesses. This
analysis consists of a“salestest” and a“ profit test.” The “salestest” involves computing the
annualized compliance cost as a share of sales for each company and comparing the
distribution of these costs across large and small companies. The “profit test” involves
comparing the company profit margins with and without regulation, assuming full cost
absorption by industry. The analysis provides the following insights:

e Number of facilities directly affected: There are 42 major source facilitiesin the
WBP project database that would be subject to the proposed NESHAP. However,
the project database represents only a subset of the industry. Extrapolating from
the project database using information collected by EPA, RTI estimates that 215
major sources in the United States would be directly affected by the proposed
regulation (Dail, 2003a).

e Number of small businesses: The Small Business Administration (SBA) size
standard for the WBP industry (Standard Industrial Classification [SIC] codes
2426, 2431, 2435, 2439, and 2493) is 500 employees for each of the SIC codesin
thisindustry. Of the 17 companies in the project database that own and operate
the 42 major source WBP manufacturing plants included in the database, four
companies can be classified as small using this definition. Assuming that the
major sources in our database are a representative sample, we can scale the
number of companies included in the database to get an estimate of the total
number of affected companies in the United States. The total number of
companies expected to be affected by the regulation is estimated by extrapolating
from the number of companies in the database operating in each of the five
subcategories of WBP (doors, windows, and miscellaneous; flooring; interior wall
paneling and tileboard; other interior panels; and exterior siding and primed
doorskins) using independent scaling factors for each subcategory (Dail, 20033).
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For those companies that own facilities in more than one of the subcategories, the
scaling factors for the subcategories in which they operate were averaged to
provide the scaling factor for that company. Based on this method of
extrapolation, approximately 112 companies in the United States own magjor
sources affected by this rule, and about 28 of those are expected to be small
companies.

Engineering costs. The engineering analyss estimates that the aggregate annual
compliance cost for small businesses in the WBP database is $0.47 miillion, or
approximately 10 percent of the total annual industry costs of $4.67 million.
Extrapolating the engineering costs to the total estimated population of WBP
facilities implies that the total annual cost to all WBP facilities is estimated to
equal $22.5 million (Dail, 2003Db).

Salestest: A simple “salestest,” in which the annualized compliance costs are
computed as a share of sales for each company, shows that no company (small or
large) in the database for which cost data are available is expected to incur costs
greater than 1 percent of their sales. In fact, the largest cost-to-sales ratio (CSR)
estimated for any company in the database is 0.62 percent. However, the coatings
usage and materia costs for one large company are considered confidential
business information (CBI), so no CSR was calculated for this company. In
addition, the WBP project database includes only a subset of WBP firms expected
to be affected by this regulation. Nonetheless, assuming the database is
representative of the universe of companies that will be affected, it appears
unlikely that companies will incur costs greater than 1 percent of their sales.

Profit data: Data on net income as a percentage of sales were available for six
large parent companies owning major sources in the WBP project database, and
this measure of the profit ratio ranged from 0.4 to 7.5 percent. No net income
information was available for the other five large parent companies or any of the
six small parent firms that would potentially incur costs under this regulation.
Data on industrywide profitability from Dun & Bradstreet (1997) indicate that the
median return on sales for the SIC codes affected by this regulation ranges from
2.81t0 4.7 percent. Using the actual profit ratio if available and the median profit
margin for the primary parent company SIC code if company-level data are not
available, we estimate that no companies would have a negative profit margin as a
result of the regulation under a full-cost absorption scenario.



SECTION 2
SCREENING-LEVEL ANALYSIS

For the purposes of assessing the potential impact of this rule on affected small
businesses, RTI calculated the ratio of annual compliance costs to baseline sales for each
company. For companies owning multiple facilities, the costs for each of the facilities are
summed to develop the total costs for that company. For this analysis, annual compliance
costs were defined as the costs of changing the coating materials (including monitoring,
recordkeeping, capital, and material costs). They do not reflect changes in the production
process that may occur in response to imposition of these costs and the resulting market
adjustments. Company revenue was collected from American Business Information, Inc.
(2000), Gale Research, Inc. (1998), General Business File International (1999), Hoover's
Incorporated (2000), and Y ahoo! Finance (2000). Table 2-1 shows the average, minimum,
and maximum CSR for companies affected by the proposed regulation. The CSRs for major
source small businesses range from 0.08 to 0.62 percent, while those for large companies
range from 0.0003 to 0.08 percent (excluding one large company for which cost data are
CBI). No companies, either large or small, have a CSR greater than 1 percent, but the CSR
isonly calculated for those companies in the database. However, assuming the database is a
representative sample of the universe of affected firms, it is reasonable to expect that the
remaining affected companies in the United States will have a similar distribution of CSRs.

In addition to computing the CSRs, RTI also computed the companies’ expected
profit margins with the regulation, assuming that revenues would remain unchanged and
costs would be fully absorbed by the affected companies. For those companies without
profit margin data, the profit margin without the regulation was assumed to equal the median
profit margin for the four-digit SIC code industry in which that company operates. The
profit margin with the regulation was calculated as the profit margin without the regulation
minus the CSR. If profit margins fall below zero, a company may consider shutting down all
operationsin the long run. Note that, because the profit margins considered here are for the
entire company, it is possible that the costs of regulation may result in the closure of affected
facilities even if the parent company remains in business. Table 2-2 shows that no
companies are expected to have negative profit margins as a result of the regulation. The
median profit margin for all companies decreases from 2.80 percent to 2.77 percent, while
the average profit margin falls from 3.31 percent to 3.22 percent, with small companies being
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Table 2-2. Profit Margins With and Without Regulation

Small Large All
Companies Companies®  Companies
Profit Margins before Regulation
Average 2.9% 3.4% 3.3%
Median 2.8% 3.1% 2.8%
Maximum 3.3% 7.5% 7.5%
Minimum 2.8% 0.4% 0.4%
Number of firms with profit margin less than 0 0 0
zero
Profit Margins with Regulation
Average 2.7% 3.4% 3.2%
Median 2.7% 3.0% 2.8%
Maximum 2.7% 7.5% 7.5%
Minimum 2.6% 0.4% 0.4%
Number of firms with profit margin less than 0 0 0
zero

Note:  Assumes no market responses (i.e., price and output adjustments) by regulated entities.
#Statistics for large companies do not include one company whose costs are CBI.

dlightly more affected than large companies although neither large nor small companies are
affected very much on average.

Based on this analysis of the subset of companies contained in the project database,
this regulation is unlikely to have a significant impact on a substantial number of small
entities. No small companies are affected above 1 percent (the largest CSR is 0.62 percent),
while the median profit margin for companies in the WBP SIC codes ranges from about 2.8
percent to 4.7 percent, implying that small entities affected by this rule will have sufficient
resources to absorb the compliance costs without causing financial distress.
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